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New Numbers Support Tax Relief

July’ s revised economic data from the Commerce Department provide new evidence that last
year’ stax cuts were exactly what the economy needed a exactly the right time. These new numbers
demondtrate, contrary to earlier estimates, that last year’ s recession started sooner and lasted longer
than previoudy thought. Moreover, the primary weskness in the economy was in business investment,
not persona consumption.

The revisons reinforce the Bush Adminigration’s push to enact Szable tax cuts targeted at
reducing margina tax rates on income and investment. Thaose tax cuts have helped raise investment and
job creation above the levels where they otherwise would be.

These revisons a0 expose the irrelevance of dternative proposals that were offered by Senate
Democrats. During the debate, Democrats argued that the best way to help the economy was to
simulate demand by targeting temporary benefits a low-income Americans who have a higher
propensty to consume. We now know those arguments were wholly without merit. Last year's
recession was driven by a collgpse of investment, not consumption.

New Economic Data

The duly 29th GDP report from the Department of Commerce significantly revised downward
the previous nationd income estimates from 2001. After the revisons, first quarter rea GDP fdl 0.6%,
second quarter fell 1.6%, and third quarter fell 0.4%. These lower numbers replaced previous
estimates of 1.2%, 0.3%, and —1.3% respectively.
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In other words, the weak economy began much sooner than previoudy thought, and the
weakness was stronger than previoudy believed. As shown on the chart, the economy pesked the last
three months of 1999, followed by a genera decline in economic activity until the second quarter of
2001. It then reversed course again, growing in the last quarter of 2001 (even after 9/11!) and the firgt
two quarters of thisyear.

Tax Cutsto the Rescue

For policy makers, the new numbers reinforce the correctness of the timing, size, and content of
the Bush tax cuts. The new data suggest last year’ s tax cuts were adopted at exactly the time when the
economy was & it lowest.

Timing: The new estimates show that President Bush inherited a shrinking economy. Prior to
the release of these new estimates, the National Bureau of Economic Research had cited March of
2001 asthe start of the recession. It now appears that the recession started much earlier, perhaps
January. Congdering that Presdent Bush was not sworn into office until January 20th of that yesr,
attempts by Senate Democrats, including Mgority Leader Daschle, to blame his policies for the
recesson look pathetic in retrogpect. On the other hand, the quickness with which the Administration
proposed, and the Republican Congress adopted, President Bush's package of tax relief resulted in the
package becoming law exactly when economic activity hit bottom — during the summer of 2001.

Size: Democrats argued repeatedly that reducing the tax burden on American families would
result in higher levels of federd debt and higher interest rates. Those higher interest rates, in turn, would
act asatax on dl Americans through higher mortgage and car payments. Conventiona wisdom — at
least in the Democratic Party — hasit that increases in federd debt are tied to increases in interest rates.
Ostensbly for that reason, Democrats supported tax relief that was both smaller and temporary.

Recent experience, however, argues that the “conventiond wisdom” of tying federal debt
together with interest rate levelsiswrong. During the 1980s, for example, interest rates dropped
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rgpidly even as government debt rose. The same counter-intuitive movement is occurring right now.
Mortgage interest rates are at their 40-year low even as the federa budget has shifted from large
aurplusesto large deficits. The bottom lineisfisca policy makes for avery poor monetary tool. Ashas
been written here previoudy, temporary fluctuations in government debt levels do not move interest
rates. [See RPC paper: Do Tax Cuts Cause Higher Interest Rates? No!, January 17, 2002.]

The new Commerce Department numbers show that the economy was much wesker than
previoudy bdieved. Economists have debated for the past year whether the United States actudly
experienced arecession in 2001, asthe National Bureau of Economic Research certified. That debate
isover. Not only did arecesson occur in 2001, it started earlier and lasted longer than prior estimates.
In the fight over how much tax relief was required, the fact that Presdent Bush inherited an economy
that was worse than previoudy bdieved has vdidated his push for alarger, permanent tax relief
package.

Content: The Bush tax cuts were designed to stimulate investment and job creetion by
reducing margind tax rates on persona income and business investment. Democrats argued that these
tax cuts would be less effective than their competing proposas designed to address a shortfal in
consumption. A typicd example of that argument is contained in aletter Princeton economist Alan
Krueger wrote to the Senate Democratic Policy Committee: “Because |low-income workers have a
high propensity to consume from additiond income, this type of tax relief would be particularly helpful

a simulating spending.”

The revised estimates from the Commerce Department refute the notion that low consumption
levels starved the economy in 2001, just as the estimates support the Bush approach of reducing record
tax burdens on investment and income. According to the Commerce Department, changes in Persond
Consumption Expenditures remained postive throughout years 2000 and 2001, averaging 3.2 percent
growth per quarter and never dropping below 1.4 percent in any one quarter.

On the other hand, Gross Private Investment dropped dramatically over the past two years—
declining at double-digit rates in three of the four quarterslast year while averaging a negative 6.2
percent. The Bush tax cuts targeted the very part of the economy that was the weakest — business and
persond investment.

What Caused the Recession? What About the Government?

One question not addressed by the new dataiis just what caused the recession. Sincethe
economy began shrinking prior to Presdent Bush taking office (and dmost sx months prior to
enactment of histax cuts), Democrat charges that Bush's policies were the cause of the economic

downturn cannot be taken serioudly.

Instead, more fundamenta causes are probably to blame. Brian Wesbury, former Chief
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Theresult wasa'Y 2K monetary roller coaster. While inflation never became a problem, the
rgpid expansion and contraction of the money supply affected investment and the stock markets, first
driving up investment and helping to creste the “irrationa exuberance’” Fed Chairman Greenspan

worried about and then pulling the rug out from under both.

Meanwhile, Wesbury isright to point a the tax burden. Senate Democrats spend lots of
energy decrying the excessve size of thetax cuts. Their time would be better spent worrying about the
excessve tax burden on American families. The Congressiond Budget Office estimates that federa
taxes — absent the Bush tax cuts -- would have consumed 20 cents of every dollar Americans earned

over the next decade.

Even with those tax cuts, the federd government will il take 19 cents of every dollar earned.
That isarecord tax burden. It is higher than any decade snce World War 1. Far from cutting taxes



too much, last year’ stax bill merdly moved us hafway toward the post-WWII average tax burden of
18 cents per dollar earned.

Findly, while federa regulations on labor and investment are a chronic burden on economic
activity, the find months of the Clinton Adminigtration saw an exploson of government regulation.
Susan Dudley from the Mercatus Center at George Mason University has observed:

Sudden bursts of regulatory activity a the end of a presdentia adminigiration are systematic,
ggnificant, and cut across party lines. But the magnitude of Clinton’s activity has set anew
record. The Clinton administration published 26,542 pages of regulaionsin the Federad
Regiger [in its last months of] November, December, and January. That eclipses Presdent
Jmmy Carter’s 20-year record for most pages published in the last three months of an
adminigration, and represents a 51-percent increase over Clinton's average volume during the
same period in the previous three years.

Focus on the Fundamentals

Record tax burdens, record regulatory rulemaking, and excessively tight monetary policies are
bad for any economy. Last month’s Commerce numbers show how they hurt the U.S. economy much
sooner and harder than previoudy believed.

In the nineteen months since President Bush took office, his administration has worked with
Congress and the Federal Reserve to address all three issues. The Bush Administration pushed through
sgnificant tax relief targeted at the weakest part of the economy. And they embarked upon a
systemdtic review of dl the rulemaking pushed through in the last few months of the Clinton
Adminigration. Meanwhile, the Fed reversed itstight money policies and cut interest rates. The
resulting economy has gone from negative growth in early 2001 to postive growth in dl three quarters
following 9/11.

While that’ s progress, certain areas of the economy remain week, especidly in manufacturing
and employment. Much of the President’s economic forum held last week in Texas focused on the
need to simulate investment and job creation. His comments following the summit suggest he will
propose a new round of pro-growth policies to Congress, perhaps as early asthisfal. Based on the
record of who wasright in 2001, those policies deserve to get afriendlier reception from Senate
Democrats this time around.
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